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not so covered, and the costs with re-
spect to individuals not so covered will 
not be borne by the program. These 
regulations also provide for the making 
of suitable retroactive adjustments 
after the provider has submitted fiscal 
and statistical reports. The retroactive 
adjustment will represent the dif-
ference between the amount received 
by the provider during the year for cov-
ered services from both Medicare and 
the beneficiaries and the amount deter-
mined in accordance with an accepted 
method of cost apportionment to be 
the actual cost of services furnished to 
beneficiaries during the year. 

(2) Necessary and proper costs. Nec-
essary and proper costs are costs that 
are appropriate and helpful in devel-
oping and maintaining the operation of 
patient care facilities and activities. 
They are usually costs that are com-
mon and accepted occurrences in the 
field of the provider’s activity. 

(c) Application. (1) It is the intent of 
Medicare that payments to providers of 
services should be fair to the providers, 
to the contributors to the Medicare 
trust funds, and to other patients. 

(2) The costs of providers’ services 
vary from one provider to another and 
the variations generally reflect dif-
ferences in scope of services and inten-
sity of care. The provision in Medicare 
for payment of reasonable cost of serv-
ices is intended to meet the actual 
costs, however widely they may vary 
from one institution to another. This is 
subject to a limitation if a particular 
institution’s costs are found to be sub-
stantially out of line with other insti-
tutions in the same area that are simi-
lar in size, scope of services, utiliza-
tion, and other relevant factors. 

(3) The determination of reasonable 
cost of services must be based on cost 
related to the care of Medicare bene-
ficiaries. Reasonable cost includes all 
necessary and proper expenses incurred 
in furnishing services, such as adminis-
trative costs, maintenance costs, and 
premium payments for employee 
health and pension plans. It includes 
both direct and indirect costs and nor-
mal standby costs. However, if the pro-
vider’s operating costs include 
amounts not related to patient care, 
specifically not reimbursable under the 
program, or flowing from the provision 

of luxury items or services (that is, 
those items or services substantially in 
excess of or more expensive than those 
generally considered necessary for the 
provision of needed health services), 
such amounts will not be allowable. 
The reasonable cost basis of reimburse-
ment contemplates that the providers 
of services would be reimbursed the ac-
tual costs of providing quality care 
however widely the actual costs may 
vary from provider to provider and 
from time to time for the same pro-
vider. 

[51 FR 34795, Sept. 30, 1986; 51 FR 37398, Oct. 
22, 1986] 

§ 413.13 Amount of payment if cus-
tomary charges for services fur-
nished are less than reasonable 
costs. 

(a) Definitions. As used in this sec-
tion— 

Customary charges means the regular 
rates that providers charge both bene-
ficiaries and other paying patients for 
the services furnished to them. 

Fair compensation means the reason-
able cost of covered services. 

Nominal charge means a charge equal 
to 60 percent or less of the reasonable 
cost of a service. 

Public provider means a provider oper-
ated by a Federal, State, county, city, 
or other local government agency or 
instrumentality. 

Reasonable cost means cost actually 
incurred, to the extent that cost is nec-
essary for the efficient delivery of the 
service, and subject to the exclusions 
specified in paragraph (d) of this sec-
tion. 

(b) Application of the lesser of costs or 
charges (LCC) principle—(1) General rule. 
Except as provided in paragraph (c) of 
this section, CMS pays providers the 
lesser of the reasonable cost or the cus-
tomary charges for services furnished 
to Medicare beneficiaries. Reasonable 
cost and customary charges are com-
pared separately for Part A services 
and Part B services. 

(2) Example. (i) A provider’s reason-
able cost for covered services furnished 
to Medicare beneficiaries during a cost 
reporting period is $125,000. 

(ii) The provider’s customary charges 
for those services is $110,000. 
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(iii) CMS pays the provider $110,000 
less the deductible and coinsurance 
amounts for which the beneficiaries are 
responsible. 

(c) Exceptions to the LCC principle—(1) 
Providers not subject to the LCC prin-
ciple. CMS pays the following providers 
the fair compensation for the services 
they furnish: 

(i) CORFs. 
(ii) Public providers that furnish 

services free of charge or at a nominal 
charge. 

(iii) Any provider that requests pay-
ment of fair compensation and can 
demonstrate to its contractor that a 
significant portion of its patients are 
low income and that its charges are 
less than costs because its customary 
practice is to charge patients on the 
basis of their ability to pay. 

(2) Services not subject to the LCC prin-
ciple. The following services are not 
subject to the LCC principle: 

(i) Part A inpatient hospital services. 
Inpatient hospital services are not sub-
ject to the LCC principle if they are 
subject to either of the following: 

(A) The prospective payment system 
under part 412 of this chapter. 

(B) The rate of increase limits set 
forth in § 413.40. 

(ii) Facility services related to ambula-
tory surgical procedures performed in out-
patient hospital departments. Facility 
services related to ambulatory surgical 
procedures performed in hospital out-
patient departments are subject to the 
payment methodology set forth in 
§ 413.118. 

(iii) Services furnished by a critical ac-
cess hospital (CAH). Inpatient and out-
patient services furnished by a CAH are 
subject to the payment methodology 
set forth in § 413.70. 

(iv) Hospital outpatient radiology serv-
ices. Hospital outpatient radiology 
services are subject to the payment 
methodology set forth in § 413.122. 

(v) Other diagnostic procedures per-
formed by a hospital on an outpatient 
basis. Other outpatient diagnostic pro-
cedures are subject to the payment 
methodology set forth in § 413.122. 

(vi) Skilled nursing facility services. 
Skilled nursing facility services sub-
ject to the payment methodology set 
forth in §§ 413.330 et seq. 

(d) Exclusions from reasonable cost. For 
purposes of comparison with cus-
tomary charges under this section, rea-
sonable cost does not include the fol-
lowing: 

(1) Payments made to a provider as 
reimbursement for bad debts arising 
from noncollection of Medicare deduct-
ible and coinsurance amounts, as pro-
vided in § 413.89. 

(2) Amounts that represent the recov-
ery of excess depreciation resulting 
from termination from the Medicare 
program or a decrease in Medicare uti-
lization applicable to prior cost report-
ing periods, as provided in § 413.134. 

(3) Amounts that result from disposi-
tion of depreciable assets, applicable to 
prior cost reporting periods, as pro-
vided in § 413.134. 

(4) Payments to funds for the donated 
services of teaching physicians, as pro-
vided in § 413.85. 

(5) Except as provided in paragraph 
(f)(2)(iii) of this section for making 
nominal charge determinations in spe-
cial situations, graduate medical edu-
cation costs. 

(e) Reductions in customary charges. 
Customary charges are reduced in pro-
portion to the ratio of the aggregate 
amount actually collected from 
charge-paying non-Medicare patients 
to the amount that would have been re-
alized had customary charges been 
paid, if the provider— 

(1) Did not actually impose charges 
on most of the patients liable for pay-
ment for its services on a charge basis; 
or 

(2) Failed to make a reasonable effort 
to collect those charges. 

(f) Nominal charge determinations. In 
determining whether a provider’s cus-
tomary charges equal 60 percent or less 
of its reasonable costs, the following 
rules apply: 

(1) General rule. The determination is 
based on charges actually billed to 
charge-paying, non-Medicare patients, 
and (except for clinical diagnostic lab-
oratory tests that are paid under sec-
tion 1833(h) of the Act) is made sepa-
rately for Part A services and Part B 
services. 

(2) Determination in special situations. 
(i) Charges based on ability to pay. For 
providers that have a sliding scale or 
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discounted charges based on patients’ 
ability to pay, the determination— 

(A) Is based on charges billed to all 
charge-paying patients; 

(B) Uses the ratio of the sliding scale 
charges to the provider’s full cus-
tomary charges; and 

(C) Applies the ratio to the dis-
counted charges to equate those 
charges to customary charges. 

(ii) HHA services. In determining 
nominal charges for HHAs, all Part A 
and Part B services, with the exception 
of DME, are considered together. 

(iii) Graduate medical education. When 
making the nominal charge determina-
tion, graduate medical education pay-
ments (or the provider’s reasonable 
costs for that education, if supported 
by appropriate data) are included in 
reasonable costs. 

[65 FR 8661, Feb. 22, 2000, as amended at 70 
FR 47487, Aug. 12, 2005] 

§ 413.17 Cost to related organizations. 
(a) Principle. Except as provided in 

paragraph (d) of this section, costs ap-
plicable to services, facilities, and sup-
plies furnished to the provider by orga-
nizations related to the provider by 
common ownership or control are in-
cludable in the allowable cost of the 
provider at the cost to the related or-
ganization. However, such cost must 
not exceed the price of comparable 
services, facilities, or supplies that 
could be purchased elsewhere. 

(b) Definitions—(1) Related to the pro-
vider. Related to the provider means 
that the provider to a significant ex-
tent is associated or affiliated with or 
has control of or is controlled by the 
organization furnishing the services, 
facilities, or supplies. 

(2) Common ownership. Common own-
ership exists if an individual or individ-
uals possess significant ownership or 
equity in the provider and the institu-
tion or organization serving the pro-
vider. 

(3) Control. Control exists if an indi-
vidual or an organization has the 
power, directly or indirectly, signifi-
cantly to influence or direct the ac-
tions or policies of an organization or 
institution. 

(c) Application. (1) Individuals and or-
ganizations associate with others for 
various reasons and by various means. 

Some deem it appropriate to do so to 
assure a steady flow of supplies or serv-
ices, to reduce competition, to gain a 
tax advantage, to extend influence, and 
for other reasons. These goals may be 
accomplished by means of ownership or 
control, by financial assistance, by 
management assistance, and other 
ways. 

(2) If the provider obtains items of 
services, facilities, or supplies from an 
organization, even though it is a sepa-
rate legal entity, and the organization 
is owned or controlled by the owner(s) 
of the provider, in effect the items are 
obtained from itself. An example would 
be a corporation building a hospital or 
a nursing home and then leasing it to 
another corporation controlled by the 
owner. Therefore, reimbursable cost 
should include the costs for these items 
at the cost to the supplying organiza-
tion. However, if the price in the open 
market for comparable services, facili-
ties, or supplies is lower than the cost 
to the supplier, the allowable cost to 
the provider may not exceed the mar-
ket price. 

(d) Exception. (1) An exception is pro-
vided to this general principle if the 
provider demonstrates by convincing 
evidence to the satisfaction of the con-
tractor (or, if the provider has not 
nominated a contractor, CMS), that— 

(i) The supplying organization is a 
bona fide separate organization; 

(ii) A substantial part of its business 
activity of the type carried on with the 
provider is transacted with others than 
the provider and organizations related 
to the supplier by common ownership 
or control and there is an open, com-
petitive market for the type of serv-
ices, facilities, or supplies furnished by 
the organization; 

(iii) The services, facilities, or sup-
plies are those that commonly are ob-
tained by institutions such as the pro-
vider from other organizations and are 
not a basic element of patient care or-
dinarily furnished directly to patients 
by such institutions; and 

(iv) The charge to the provider is in 
line with the charge for such services, 
facilities, or supplies in the open mar-
ket and no more than the charge made 
under comparable circumstances to 
others by the organization for such 
services, facilities, or supplies. 
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